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KEY ECONOMIC INDICATORS 


yee 


A D cC/B D 
19m. gt 1974 4h 

Population (millions; mid-year) 119 122 128 = 2.5 2 

Cost of Living Index a/ (1966=100) 648 807 13700/ 27 33 


Foreign Investment Approvals ($ml)(CY) 291 333 1050 56 


Government Budget ($m ) Balance (FY) 5 +1 0 


+1 
Routine Expenditures 53 1056 2510 64 
451 


Development Expenditures 5 D3 1482 32 
Total Receipts 131 17 see 3992 52 


Balance of Payments ($m1 )(Indon. ry)¢/ (est) 


1971/2 1972/3 1973/4 1974/5 


Current Account Balance -419 -517 -746 -258 
Government Transfers 400 481 672 672 
Private Capital 190 480 531 773 
Debt Servicing “107 = -106———s 1340s = 148 
Surplus or Deficit + 70 +428 +360 +1039 
Reserves, End FY 303 75 941 


Indonesian Trade ($m1)(CY) 197.~=—s(«sdg72.—s«19773 


Exports 1234 1778 = 3211 
Oil 478 913 (16 
Non-0Oil 756 866 1602 

Imports 1103 _1862 ~Ral 

Exports to U.S. 192 265 5 

U.S. Share of Indon. Exports 16% 15% 18% 

U.S. Share of Indon. Imports 16% 16% 19% 


Major Commodit rts (CY 

Oil 1974 - estimate) 590 965 1708 

Timber (1974 - 10 mos.) 169 231 583 

Rubber ( - ™ ) 222 195 395 
- 64 67 86 135 
7 55 T2 TT 
7 46 ko 73 111 
. 20 30 38 35 
- 29 32 30 32 
n 25 21 28 21 


a/ All percentages are for the comparable periods of the preceding year. 
b/ 62-item index for Jakarta as of December. 
c/ Indonesian fiscal year; April (numbered year) - March 31 (following year). 


Exchange Rate: U.S. $1.00 = Rp. 415 





SUMMARY 


By February, 1975 Indonesia's 50% rate of inflation from the year before 
had been more than halved -- to a relatively benign 18%. Initial satis- 
faction over the $2.0 billion windfall on net foreign exchange earnings 
from oil changed to concern over a 35% decline in prices for most non- 
oil exports and sharp increases in import costs. Oil earnings were 
Gomewhat disappointing and the future appears uncertain. Because of high 
oil stocks in Japan, selective adjustments may be necessary to enable 
Indonesia to sustain output and marketing levels. In development finance, 
the IBRD, ADB and some other donors, in recognition of Indonesia's 
improved export position, hardened aid terms but expanded their lending 
to Indonesia. The Government also achieved some success in developing 
new foreign government and commercial bank funding sources to finance 

its ambitious list of major projects. 


In agriculture, production growth was favorable, more than recouping 
setbacks from the 1972/73 drought. Industrial and investment growth was 
generally rapid, but timber, rubber, electronics, housing construction 
and some textile firms suffered from adverse business conditions. 
Indonesia's investment climate faced persistent uncertainty over how and 
to what extent the government will carry out its more restrictive 
investment policies. 


To restore momentum to its development effort after extended concentra- 
tion on inflation and financing problems, the Government in late 197% 
announced ambitious development budget increases and a 40% increase in 
the floor price for rice. These measures should, if effectively 
enforced, stimulate output and employment and help redress deterioration 
in relative farm prices and rural income. 


Indonesia's fast-moving modern sector offers major trade opportunities 
for 1975. Some $15-20 billion of major projects, private and government, 
are moving toward implementation. U.S. major project expertise and 
experience give U.S. contractors and suppliers important competitive 
advantages. So do the increased lending activities of the U.S. Eximbank, 
which in the past six months approved $164 million in credits and 
Preliminary Commitments, toward financing of some $518 million of U.S. 
exports to Indonesia. Because of credit shortages, suppliers offering 
financing have a decisive advantage in most major projects. 
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CURRENT ECONOMIC SITUATION AND TRENDS 


Setting the Stage for 1975 


Five main developments dominated Indonesia‘s economy in the first half 
of 1974: a) the struggle to gain control of a 50% annual rate of 
inflation; b) the effects of oil revenues tripled by price increases 
of late 1973; c) a shift of donors away from highly concessional aid, 
leading government to seek large volumes of credit on harder terms; 

ad) heavy capital requirements by Government and Pertamina, the state 
oil company, to launch numerous major projects; and e) more national- 
istic investment policies in the wake of the January, 1974 riots. 


By February, 1975 Government attention had shifted sharply in all but 
project financing and investment climate matters. New challenges 
displaced the old -- but the old remained present in diminished 
importance. 


Anti-Inflation Efforts -- Victory or lull? 


During 1974, Indonesia's rate of inflation was more than halved, to a 
relatively benign 18% annual rate by early 1975. In 1974 the Govern- 
ment relied mainly on a large budget surplus to neutralize the 
inflationary potential of an equally large foreign exchange accumula- 
tion from oil exports. By late CY 1974 the Government shifted to an 
expansionist budgetary policy, aimed at reinvigorating its development 
effort. Observers are concerned that the combination of budget 
increases, credit expansion and heavy dependence on revenues raised 
from oil exports rather than domestic sources may rekindle inflation- 
ary fires toward the superheated rates prevailing a year ago. 


Export and Balance of Payments Results -- A Disappointment 


A year ago projections envisaged $6 billion in gross oil earnings, 

$3 billion in oil earnings net of import costs, and up to a $1.7 
billion addition to foreign exchange reserves. Events have disappointed 
on all three counts. High oil stocks in Japan forced Indonesian oil 
output shortfalls. Effective January 1, 1975 Indonesia made limited 
price cuts on a minor volume of higher sulfur crude and heavy residual 
fuel oil in order to restore full output levels. For CY 1974 output 
fell 5% below target, causing roughly a $300 million shortfall in oil 
revenues, both gross and net. Meanwhile, earnings from non-oil exports 
experienced average price declines of about 35% from peak levels 
earlier in the year compounded by declining export volumes in timber 
and rubber. Together, these caused an additional $200 million setback 
in exports. Higher than expected import prices and failure of some 
major project borrowings to materialize resulted in a further erosion 
of roughly $250 million from projected FX reserve gains. Present 
prospects are for Indonesia to end FY 1974/75 (March 31) with foreign 
exchange of only $1.2-1.4% billion instead of the $2.2 billion, up 
$400-600 million from end-1973. 





~5— 


Nor does 1975 look better. The soft Japanese market and recent agreement 
of China to export oil to Japan at $12.10 per barrel may result in 
Indonesia's crude being overpriced. To market the 10% output expansion 
contemplated for 1975 (to 555 million barrels), Indonesia has room to 
reduce its $12.60/barrel price to reflect recent erosion of the high 
freight and low-sulfur premia which have until now justified holding its 
crude price above that of most mid-East crude. 


Development Financing -- Harder and Scarcer 


Early in 1974 the IBRD, ADB and some other donors, recognizing Indonesia's 
improved export position, hardened aid terms. (Some donors, however, 
offered equivalent or increased credit levels.) These decisions forced 
top Indonesian finance and planning officials into intensive negotiations 
with various foreign official credit agencies and commercial banks. The 
payoff from these efforts was impressive, In addition to largely sustain- 
ing donor financing levels Indonesia also arranged $200 million from Iran 
for a fertilizer project and $333 million of U.S. Eximbank-assisted loans, 
on which it is now arranging the commercial bank portion (50%). Average 
terms are of course much harder, at 5-10 year maturities and interest 
rates nearer to 10%, compared with 4-244, 25-year money previously 
received under IGGI terms. 


By February, however, difficulties of raising yet additional financing were 
evident. Efforts by Government and state enterprises such as PERTAMINA to 
launch major projects coincided with PERTAMINA’s difficulties in rolling 
over some short-term debt. Indonesia is now reviewing major project 
priorities and seeking to improve coordination between various government 
borrowing entities. At best it faces increased interest spreads in the 
present more cautious atmosphere dominating international money markets. 
Prospects are that Government will slow down implementation of certain 
major projects such as the massive $2.4 billion Krakatau steel complex. 


Investment Climate -- Uncertainty Amid Risi Investment 


Uncertainty still prevails over how and to what extent the Government will 
clarify and carry out its more restrictive investment policies, introduced 
after the January, 1974 Jakarta riots. The Government has provided little 
indication of how most of its new policies would be implemented. To date, 
it has officially pushed ahead with Indonesianization of employment only 
in forestry. It has announced a 10-year schedule for achievement of 51% 
share ownership (not management control) by indigenous Indonesians, but 
the official definition of “indigenous” is still awaited. Development of 
a capital market or of other institutions to accomplish an estimated 

$800 million of share transfers to Indonesians has made little progress. 
Overall, Government policies appear far broader in implication than in 
application to date, but have nevertheless been accompanied by sharp 
decreases in number of both domestic and foreign investment applications. 
Volumes of investment expenditures, however, continue to increase as oil 
sector development and implementation of previously approved major 

mining and resource projects go forward. (See Embassy Airgram A-12 of 
February 7, 1975, Changes in Indonesia's Investment Climate, for details. ) 
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Development -- Restoring Momentum 


In agriculture, 1974 production more than recouped 1972/73 drought losses 
but output growth since 1970 barely exceeds population growth. Tradition- 
al agricultural exports suffer from demand slump abroad. Since 1973 
agricultural prices have lagged far behind those of manufactured goods, 


diminishing the real income and aggravating the poverty of rural inhabi- 
tants. 


To restore development momentum, the Government made two major moves 

toward the end of 1974. First it announced a 40% increase in the floor 
price for rice, and a smaller increase for sugar. By these measures, it 
plans to stimulate output and rural employment and to offset much of the 
deterioration in rural income and relative farm prices, at the same time 
reducing the heavy budgetary burden of subsidies for food imports ($1 billion 
in 1974). Secondly, it introduced ambitious increases in the government 
development budget (up 73% over planned FY 1974/75 levels), emphasizing 
infrastructure improvements to benefit broad masses of the population. This 
$3 billion development budget concentrates on transportation (shipping), 
power, irrigation and other agriculture, social sectors (housing, family 
planning) and defense, and emphasizes maximum import content to reduce 
domestic inflationary impact. 


Entering 1975 -- A Two-Speed Dual Economy 


Indonesia's $20 billion economy reflects more than ever a strong dualism. 
The small (employment-wise) but highly capital intensive and productive 


modern sector (oil, mining, construction, resource processing, transport- 
ation and industry), expands at a dramatic 15-25% annual rate. It largely 
bypasses the predominant agricultural sector, which grows at perhaps 4-5% 
in good years (against population growth of about 24%). Government 
revenues and the modern elite -- professionals, skilled, managers, 
administrators and bureaucrats -- benefit handsomely, and the visible 
growth of incomes in Jakarta dramatizes the limited progress in rural 
areas. Rural progress and development of a mass consumer market in 1975 
and beyond depend heavily on effective implementation of agricultural 
floor prices, early implementation of fertilizer and textile projects, 

and on increased use of government revenues from major projects for 
infrastructure and programs aimed at improving rural income and employment. 


Despite its tripled earnings from oil exports, poverty remains Indonesia's 
dominant characteristic. Its per capita income remains less than half of 
that of any other major East Asian country, at a level of roughly $180-200 
-- up from $90 in 1972 only by virtue of 75% inflation and about $25 of 
increased oil earnings per head. It remains severely short of the aid 
and capital it needs if it is to rise above the bottom rung on the poverty 
ladder. 


IMPLICATIONS FOR U.S. BUSINESS /COMMERCIAL INTERESTS 
Major Projects Create Major Trade Opportunities 


Indonesia boasts one of the most impressive lists of pending major projects 
of any developing nation in the world. In this economy with a $20 billion 
current GNP, roughly $20 billion of major projects or investment programs, 
government and private, are now either in early stages of implementation, 
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ready to go, seeking financing, or in advanced planning stages. These are 
heavily concentrated in LNG (33 billion), steel ($2.4 billion Krakatau 
steel complex), nickel mining ($2.1 billion), coal mining ($2.1 billion), 
petrochemicals and fertilizer ($2.5 billion), alumina and bauxite ($2.2 
billion), oil exploration, production, refining and natural gas liquids 
($2.0 billion), ocean transportation and electric power ($950 million 

each), telecommunications ($700 million), cement and highway construction 
($400+ million each). Of these projects, some $6.2 billion are largely fi- 
nanced but seeking partial funding; roughly $7 billion are about to seek 
funding and another $8 billion are in various stages of planning and 
negotiation prior to seeking financing. For the current status of major 
projects, write to the United States Embassy, Economic/Commercial Section, 
APO San Francisco 96356. 


U.S. Market Share and Market Advantages -- Eximbank Looms Large 


The U.S. market share in Indonesia declined from 19% in 1973 to 17% in 
1974, reflecting sharp reductions in PL-480 funding availabilities, and 
elimination of AID's commercial import financing assistance. U.S. agri- 
cultural exports to Indonesia drepped from $185 million (1973) to $95 
million (1974); further decline is projected for 1975. Against a 20% 
increase in U.S. export value to $530 million (on decreased volume after 
adjustment for inflation), the value of U.S. imports from Indonesia more 
than tripled (to $1.7 billion) due mainly to a 3.5 fold increase in oil 
prices. In 197% and prior years, the largest U.S. exports to Indonesia 
were ($ millions): 


1972-1973, gh 


Machinery 82.8 126.5 189.4 
(Construction & Mining) (24.5) (30.1) (49.6) 
(Power & Electrical Equipment ) (15.1) (31.8) (46.0) 


Transportation Equipment (mainly aircraft) 34.5 35.9 
Chemicals (mainly fertilizer) 16.4 29.1 
Raw Cotton 38.8 49.4 


A big plus for future U.S. exports in 1975/76 is the resumption of U.S. 
Eximbank lending to official Indonesian entities, which began in October 
1974. Within six months Eximbank authorized five loans and three Prelimi- 
nary Commitments to the Government of Indonesia or its agencies for $124 
million (40% of some $333 million of U.S. exports). Eximbank also approved 
loans of $41 million, in support of $185 million of private project exports 
from the U.S. Some $49 million of additional Indonesian Government applica- 
tions are pending early decision -- the Exim portion of $123 million in 
additional U.S. exports. Moreover, U.S. firms have advantages in bidding on 
many major project opportunities which arise from their technical expertise 
and experience in large mining, LNG, petrochemical and similar projects, 

and from the success of U.S. design/construction and engineering firms in 
gaining prime contracts for these projects. 


A further advantage, at least temporarily, is strengthened U.S. competitive- 
ness vis-a-vis Japanese products, especially in power generation, process 
control, marine, automotive parts, mechanical handling, building systems 
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and hardware exports (see latest Trends Report for Japan, January, 1975, 
page 6). Recent depreciation of the dollar may augment this advantage. 


Financing -- The Overriding Determinant 


Working against all but the Eximbank advantage is the overriding consider- 
ation of financing availability. Indonesia remains critically short of 
capital. Despite its increased oil revenues, its abilities to borrow 
project financing remain circumscribed. Several major projects, both 
government and private, cannot be launched until the sponsor can complete 
mobilization of financing. European and Japanese firms frequently gain 
the decisive edge in competing to supply major projects by their aggressive 
use and ease in arranging financial consortia which tie projects to con- 
tractors or sourcing in their countries. U.S. firms have the potential to 
compete with such arrangements if they are imaginative and alert in 
working with the U.S. Eximbank, and the Overseas Private Investment Corpo- 
ration. The latter, a U.S. government agency which insures investments 
and credits to developing countries, is exploring the possibilities for 
use of mid-eastern investment money in projects where U.S. investor 
equity is involved. Interested suppliers should address Mr. Marshall 
Mays, President, OPIC, 1129 20th Street, N.W. Washington, D.C. 20527 
(phone 202-632-1804; telex OPIC WSH 89-2310). 


Trade Bill Harms Relations With Indonesia 


A provision of the 1974 Trade Act makes Indonesia ineligible for Generalized 
Special Preferences on entry of goods into the U.S. market. (GSP is 

designed to benefit developing countries.) This provision has created 
widespread ill feelings toward the U.S. among Indonesian officials. The 

Act excludes Indonesia from GSP because of its membership in the Organiza- 
tion of Petroleum Exporting Countries (OPEC). Indonesia considers 

its exclusion from GSP unwarranted because it did not participate 
in the OPEC oil embargo, nor lead in price increase and is the 
poorest (and most capital-short) member of OPEC. 


Indonesian Decisionmakers in Trade and Investment Opportunities 


Major trade and investment opportunities sometimes attract individuals 
purporting to speak or act on behalf of the Indonesian Government. The 
Government is now taking measures to control more closely and to reduee the 
number of officials speaking for it and its enterprises, in financing and 
procurement matters. Caution is urged in dealing with individuals claiming 
to be brokers, agents or representatives of the Indonesian Government, their 
agencies or enterprises. U.S. companies are advised to check with the U.S. 
Embassy or U.S. banks represented in Indonesia on the bona fides of such 
individuals and their documentation. In financing matters, the Ministry of 
Finance, Directorate General for Monetary Affairs and the Managing Directors 
of Bank Indonesia ave the authoritative representatives of the Indonesian 
Government and its entities. 
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